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INTRODUCTION
Allegiance Telecom, Inc and its subsidianes are generally referred to i this report as "we," "our company” or "Allegiance "
FORWARD-LOOKING STATEMENTS

Certamn statements in this report constitute "forward-looking statements" withm the meamng of the Private Secunities Litiganon
Reform Act of 1995, and we mtend that such forward-looking statements be subject to the safe harbors created by this law. You generally
can 1dentify these statements by our use of forward-locking words such as "plans," "estimates,”" "believes,” "expects," "may." "will,"
"should" or "anticipates” or the negative or other vanations of such terms or comparable terminology, or by discussion of strategy that
nvolve nsks and uncertainties We often use these types of statements when discussing our plans and strategies, our anticipation of
revenues from designated markets, and statements regarding the development of our businesses, the markets for our services and products,
our anticipated capital expenditures, operations support systems or changes in regulatory requirements and other statements contained 1n
this report regarding matiers that are not histoncal facts

We caution you that these forward-looking statements are only predictions and estimates regarding future events and
circumstances We cannot assure you that we will achieve the future results reflected 1n these statements The risks we face that could cause
us not to achieve these results are many and include, but are not limited to, the nisks discussed in this report as well as our abihity to do the
following 1 a timely manner, at reasonabie costs and on satisfactory terms and conditions

. successfully market our services to current and new customers,

¢ retain our customers,

. provide quality customer service,

. interconnect with and lease network elements from incumbent local camers,

. electromcally mterface with meumbent local carners,

. develop ceoperative working relationships with other carmers,

. develop efficient operations support systems and other back office systems (including, but not linuted to, provisioning
and billing),

. successfully and efficiently transfer new customers to our service,

. identify, finance, complete and imtegrate suitable acquisitions,

. borrow under our credit facilities or borrow under alternative financing sources,

. comply with our credit facilities and other financing agreements,

. mstall, mantamn and operate switching facilities and other network equipment,

. maintam efficient interconnection peering with other Internet backbone providers at reasonable rates,

. purchase equipment at reasonable prices, and

. obtamn leased fiber optic lme capacity, rights-of-way, bwilding access nights and any required governmental

authorizations, franchises and permuts

Regutatory, legislatve and judicral developments could also cause actual results fo differ materially from the future results
reflected n such forward-looking statements You should consider all of our subsequent wnitten and oral forward-looking statements only
in light of such cautionary statements You should not place undue reliance on these forward-looking statements and you should understand
that they represent management’s view only as of the dates we make them



PART{

ITEM 1. BUSINESS

OVERVIEW

We are a facilities-based national local exchange carmier that provides integrated telecommunications services to business,
government and other mstitutional users m major metropolitan areas across the United States We offer "one-stop shoppmg" for voice,
data, and mtegrated communcations services {including local, long distance, Internet, data colocation, web hosting and customer premise
equipment sales and maintenance services), with convement, integrated online billmg, plus a single pont of contact for sales and service
Our principal competitors are incumbent local exchange carriers (also known 1n the industry as "ILECs"), and to a lesser extent, long
distance carriers as well as other integrated communications providers

We seek to attract and retain customers by offening a full suite of turnkey product offerings and personalized customer care The
majonty of our customers are small and medum-sized businesses that generally lack m-house telecommumcations expertise and, more
importantly, have histonically been underserved by the ILECs Although the number of lhines serviced for each customer varies
sigmficantly, our primary focus is on the small to medium-sized busmess customer who has between 4 and 24 lines We also offer services
to large businesses (national customers with multiple locations), government orgamzations and other institutional users who typically
obtamn telecommunications services from a number of suppliers With respect to these customers, we focus pnmanly on capturing a
significant portion of their local exchange, mtraLATA toll and data traffic We also augment our core business strategy by selectively
supplying wholesale services, including equpment colocauon and facihities management services, to other carriers

We began operations 1 late 1997 with an objective to grow rapidly and establish our company as a nanonal commumcations
provider covering the major metropolitan areas across the Umted States By the end of 2001, we had completed the network rollout m our
36 targeted markets Atlanta. Ausun, Baltimore, Boston, Chicago, Cleveland, Dallas, Denver, Detroit, Fort Lauderdale, Fort Worth,
Houston, Long Tsland, Los Angeles, Miann, Minneapolis/St Paul, New York, Northern New Jersey, Oakland, Ontario/Riverside, CA,
Orange County, Philadelphia, Phoenix, Pittsburgh, Portland, Sacramento, St Lows, San Antonio, San Diego, San Francisco, San Jose,
Seattle, Tampa, Washington, D C , West Palm Beach/Boca Raton and White Plamns, NY

Allegrance Telecom, Inc was incorporated m Apnl 1997 m the state of Delaware Information about our company s available on
our web site at http //www.algx com We are not including the information contamed on our website as a part of, or mncorporating it by
reference into, this annual report on Ferm 10-K As of March 1, 2003, we are making available free of charge (other than an mvestor’s own
Internet access charges) through our website our annual report on Form 10-K, quarterly reports on Form 10-Q, and current reports on
Form 8-K, and amendments to these reports, on the same day after we electronically file such material with, or furmish such matenial to, the
Securities and Exchange Comrmussion In addition, we plan to disclose on our webstte, a copy of our code of ethics and any amendments to
or warvers from that code that are required to be publicly disclosed pursuant to rules of the Securitres and Exchange Comnussion

PRODUCTS AND SERVICES

We offer a robust set of local, long distance, broadband/Internet access and Internet related services, bundled and carner-onented
wholesale services, plus end-user equipment sales and maintenance services This product and service set 1s targeted to meet the needs of
small to medium-sized businesses, large businesses with multiple locations and Internet and network service providers



Local Telephone Services. We offer local telephone services, including basic local veice services and vertical features, such as
call forwarding, calt waiting, and call transfer, advanced call management capabilities such as calling number 1dentification/calling name
wdentification, automatic call back and distinctive ninging, plus enhanced services such as voice mail and mside wire maintenance We also
provide PBX-oriented access services such as direct-nward-dialing and direct-outward-dialing over T1 Voice and ISDN Prnimary Rate
Interface local access interfaces We predomunantly utihze our own switching and back office mfrastructure to deliver these services, and
lease local loops from the incumbent local exchange carmer to connect to customer tocations

Long Distance Services. We offer a full range of in-state, 1nter-state and international long distance services and calling plans to
customers who purchase our local service Our services include "1+" outbound calling, mbound toll free service and complementary
services such as calling cards, operator assistance and conference calling, plus bundled branch-to-branch calling for multi-location
customers who choose our Independence or Allegrance Select purchasing plans These long distance services are provisioned via resale
arrangements with several major interexchange carrers

Broadband and Other Internet Services. We are a Ter | Internet access provider offering high-speed data transmission
services, such as dedicated broadband Internet access (which allows large quantities of data to be transrmitted at high-speeds over the
Intemnet to and from the customer’s premuses), and wide area network mterconnection {which allows file and resource sharing among
geographically distributed workgroups) These services are offered at transrmssion speeds that range from 256Kb/s to 45Mb/s In addition
to Internet access, we offer domamn name registration, web hosting, email, and colocation services We uthize our own Tier | Internet
backbone and back office infrastructure to deliver these services, and lease local loops from the incumbent local exchange carriers or other
competitive access providers to connect to customer locations

Bundled Services. We offer a vanety of bundled solutions These include voice/long distance promotional offers, as well as our
standard Integrated Access ("TA") and Total Communications Options ("TCO") voice/long distance/Internet access offerings Our flagship
product 1s the Total Communications Options bundled voice/long distance/Internet access service offerng With the IA and TCO offenings,
we provide customers with integrated voice and Internet access over a single broadband line with configurations ranging from 6 to 20 voice
channels and 256 Kb/s to 1 2 Mb/s of Intermet access

Wholesale Services. We have pursued deal-dnven opportunities to leverage our national voice and data backbone to provide
wholesale network services to other regional and national service providers Accordingly, we have deployed a versatile set of wholesale
network services to enable swift caprtalization of these opportunities These services mnclude: equipment colocation, managed modem
ports, DS1/DS3 dedicated Internet access, Internet protocol ("IP") traffic aggregation and DS3/QC-N IP Transit

CPE Sales and Service. Our Shared Technologies subsidiary 1s among the larger CPE maintenance service providers and CPE
integrators and distributors m the U S, with more than 5,000 customers nationwide 1 more than 7,000 locations Shared Technologies
seils, mstalls and mantams customer premise equipment ("CPE") mcluding PBX and key telephone systems and other telephony and data
equpment Target customers include medrum to large commercial businesses, national equipment accounts, governmental (federal and
state) agencies and hospitals The Shared Technologies business strategically enhances our present small to medium-sized and growing
national accounts businesses as these customers seek suppliers capable of supplying a complete communications solution With Shared
Technologies, we offer a truly complete communications solution to corporate customers, inciuding local and long distance voice and
Internet access services, bolstered by a full swite of customer prermse commumnications equipment and service offerings



SALES, MARKETING AND CUSTOMERS

We have deployed a robust suite of services and products targeted to meet the needs of the nearly 3 3 million busmess prospects
wathin our current national footprnint Through systematic analysis and segmentaton of the overall market opportunity. we are able to
precisely identify attractive customer prospects Customer acquisition 1s accomplished, largely, through a consultative selling process that
leverages this prospect mformation, our direct sales force and extended sales force (agents and partners), and our product and service set

To best seize this sizeable opportumty, we have orgamzed our sales organization to focus on distinct customer segments withn
our network footprint Our retail sales teams and agents are focused on the small and medium-sized business customer segment, while our
national accounts teams are focused on multi-location, national compames Qur commussion plans and mcentive programs for both
channels are designed to reward and retan top performers, improve sales quality and productivity, and encourage strong customer
relationships and customer retention

Our retal] teams are generally orgamzed mto teams of eight account executives, a sales manager and a sales support speciahist
Additionally, the reta1l channel includes account consultants whose prumary focus 1s retention and growth of key retail accounts The
number of retail teams and account consultants m each market 15 s1ized based upon available opportunity

Our national accounts teams focus on multi-location, national companies, and are staffed with account managers who focus on
relanonship bwilding wath named accounts National accounts teams are assisted by sales engineers, program managers, service
coordinators, and account retention managers These support personnel provide pre-and-post-sale customer support Through consultative
selling, we are able to offer one-stop shopping to these compames by leveraging our nationwide network footprint and robust product set
We believe that we have a competitive advantage withmn this customer segment because the product and service offerings of most of our
competitors, including the TLECs, are regional, not national i scope

To meet the objectives of {a) selling into our existing network capacity, and (b) methodically 1dentifying opportunities within our
network footprint, these teams use an intemally developed, integrated terntory and sales management system This system 1dentifies
attractive prospects and exisung customer up-setl/cross-sell opportumities, generates the associated leads, and manages the sales process
This system also provides an updated database for customers and prospects which facilitates a smooth transition m the event an account
executive leaves our company Central to the execution of this new system 1s the routine distnbution of updated network capacity and
marketing mteiligence to our sales force Through this system, we are posttioned to systemattcally achieve close alignment of retail and
national accounts execution to corporate goals and objectives.

Our wholesale channel 1s organized by customer segment This channel 15 staffed with account managers who have expenence
and relationships with large wholesale/corporate accounts Wholesale account managers are supported by pre-sales engineers, program
managers and service coordinators These individuals provide pre- and post-sale account support

We also have an active and growing network of agents and partners who complement our retail, national accounts and wholesale
sales efforts The role of the agent channel manager 15 to develop and grow relationships with local key system, PBX, and data integrators
to drive additional sales of our products and services Our national accounts and wholesale channels also employ a simlar partner program
aimed at creating and maintaiting relationships with larger national resellers {¢ g , MegaPath)

Our largest customer for the year ended December 31, 2002, Level3 Communications, Inc (as assignee to Gemuty
Solutions Inc ’s Integrated Network Solution Purchase Agreement with us), accounted for 12% of our total revenue m 2002



INFORMATION SYSTEMS

Telephony Systems. Providing local voice and data services 1s a complex process that requires extensive coordination between
the customer’s old and new service providers Most of our sales involve us working closely with the ILECs to efficiently move customers
from the networks of the ILECs and other competitive carriers to ours We believe that a key to success 1 our business 1s the ability to
develop custormized mformation systems and procedures that allow us to process large order volumes and provide the necessary customer
service As a result, we have devoted sigmificant resources to this aspect of our operattons Our information systems are developed to
enable us to enter, schedule, provision, and track a customer’s order from the pomnt of sale to the installation and testing of service They
are designed to interface with trouble management, mventory, biling, collection and customer service systems We have mvested
substantial effort and funds nto bwlding our mformation systems to include these capabilities The required high-level information
requirements to support facilities-based services are depicted 1n the following figure and are bnefly descnibed below

Dats Warehouse

Order Management We have created a custom application for order management that allows field sales to enter the orders and
acts as the customer system of record We have developed integration software for this system to mterface with MetaSolv’s order
management software (used for provistomng workflow and management) to allow all customer nformation to flow electromically into
MetaSolv’s Telecom Business Solutions software with no manual re-entry of the data A key element of both systems 1s the ability to
monitor (1n real ime) the progress of orders through the system and to provide up-to-date data

Provisiomng Management Our order management software, together with the propnetary processes developed by us to optimize
the usefulness of this software, supports the design and management of the provisioning process, ncluding circuit design and work flow
management The system has been designed to permit programmung mto the system of a standard schedule of tasks, which must be
accomplished 1n order to imtate service to a customer, as well as the standard time tervals during which each such task must be
completed This way, when a standard order 1s selected m the system, each required task n the service initiation process can be efficiently
managed to 1ts assigned time interval

External Interfaces (Electronic Bonding) Several external interfaces are required to imtiate service for a customer Whle some
of these are automated via gateways from the order management software, the most important mterfaces (those to the ILEC) have
histoncally been accomplished via fax or email



For example, with a manual process, when a new customer requests a change 1n service from the ILEC to our company, we had to fax a
local service request to the ILEC An employee of the ILEC would manually mput the information into the ILEC’s system, thereby
mcreasing the chance that an error may occur due to multiple data entries or misplaced faxes As a result of the high merdence of error.
activation of a new service order through a manual process takes much longer and the TLECs in some instances charge more for such
manual orders In an effort to make this process more efficient and less costly, we have electromcaily bonded with all of the regional Bell
operating companies with respect to access service requests and local service requests m all of our markets Electrome bondmng allows us 1o
access data from the ILEC, submut service requests electromcally. reduce our costs and more quickly attend to errors in the local service
request form since an order 15 bounced back immediately 1f the ILEC determines that there 15 a mustake on the form We are currently
implementing electronic bonding of pre-order information providing the customer service record and service address validation with the
ILEC databases as well as efectronic bonding for trouble ticket creanion in the ILEC customer service applications

Customer Billing and Billing Records 1n 1997, we started business using a bitling services provider Over time, we have hcensed
and implemented an in-house bilhing system, Singl eView from ADC-Saville Corporation, which has enabled us to build even ughter
ntegration between illing and the rest of our operations support systems Both billing systems are now fully flow-through automated for
the core, ligh-volume products so that no manual re-entry into the billing systems 1s required

Data Warehouse We have bult a corporate repository of key performance metrics that are housed i a central data warehouse
The warehouse incorporates all the business rules around managing these metrics and can be accessed wia traditional reports (all delivered
online from our company’s Intranet), ad-hoc analysis tools and our customer relatonship management system Both operational and
customer-centric data 1s stored in the data warehouse

Appheation Integration  As critical as each component of the operational support system 15, the integranon between the systerns
15 the key to success 1n providing highly scalable and cost efficient service We have been heavily focused on integrating the vanous in-
house and purchased applicattons This ntegration employs a common platform enabling fast time-to-market and a central repository for
all major business transactions This has enabled us to reduce re-entry of data from system to system, thereby increasing productivity and
quahty, as well as reducing cycle imes

Other Systems. In addition to the mformation systems for our telephony services, we also have information systems for our
Internet backbone services as well as our customer prermuse equipment sales and mamntenance businesses

Our Shared Technologtes customer premuse equipment sales and maintenance busmess provides an exclusive tool called KTWare
which allows customers to have real time access to customer account information via the Internet KTWare allows cur Shared
Technologies customers to place service and move/add/change orders online, view the status of service and move/add/change trouble
tickets onhne, view any customer network alarms online, view monthly invoices onlme, view account team information and escalation
procedures online, and access E-book services and download customer data management information Qur Shared Technologies business
also provides the Guardian Services plan which allows customers to access Sourcebook, e-Book and Disaster Recovery services Source
Book provides a static snapshot of a customer’s mnventory and andit mformation associated with a customer’s Nortel PBX equipment E-
Book services provide monthly on-line updates of any modifications made to a customer’s Nortel PBX equipment Disaster Recovery
services allows Shared Technologies customers to order a back-up database of a customer’s PBX configuration in case such information 1s
lost as a result of a disaster In addition, the Guardian Services program can provide Shared Technologies’ customers traffic study reports,
toll fraud and toll abuse analysis and user guide informanon KTWare 15 highly integrated with the custom-built backoffice systems at
Shared Technologies



In addimen to our telephony backoffice systetns and systems at Shared Technologies, we also operate legacy support systems
associated with our Intemet backbone line of busimess These systems are developed to deal with the higher capacity, lower volume and
more custormuzed product provisioning processes assoclated with ugh capacity Internet backbone and broadband services

As we bning the Internet backbone and the Shared Technologies businesses mto tighter integration with our core offerngs,
systems ntegration projects will need to be instigated and completed to ensure overall business process mtegration

NETWORK ARCHITECTURE

Our nationwide network 15 controlled and momitored by our network operations control centers located m Dallas, Texas and
Greenbelt, Maryland We have locally-based technicians to maintain each switch and other telecommunications equipment, as well as
centrally-based engineers to ensure that the equipment 1s designed properly and that the hardware and software components are current

Telephony Netwerk. An umportant element of our telephony network 1s the installation of Lucent Series SESS®-2000 digital
switches and related equipment at a central location in each market As of December 31, 2002, we had depioyed 31 Lucent Senes SESS®-
2000 digital switches to serve our 36 markets

We lease local network transport facilibies from the 1LEC and/or one or more competitive access providers in order to connect our
switch{es) to all ILEC tandem offices and major ILEC central offices serving the central business distnict and ocutlying areas of busmness
concentrations 1n each market In order to reach our customer base, we place integrated cigital loop camer systemns and related equipment
n each of the ILEC central offices 1n which we are colocated As each customer 1s signed up, we lease unbundled local loops from the
ILEC to deliver our services to the customer Intially, leasmg local network transport facilites allows us to begm operations n a new
market more quickly and generally at a lower upfront cost than bwlding these facihties, however, we may choose to purchase fiber
technology such as dark fiber, as and when we experience suffictent growth n our traffic volume and customer base or as other factors
make fiber technology more attractive "Dark fiber" means fiber that does not have the electronics at erther end to transrmit mformation and
15 "dark" because no hight 1s transmitted through 1t until the electromics are mstalled We have already implemented this next phase by
acquinng indefeastble rights to use fiber from vanous vendors m 24 of our markets Buwildng fiber rings through the purchase of dark fiber
provides us with a reliable, drverse and robust connection to many of our central office locations throughout a market. As of December 31,
2002, we had dedicated fiber rings mn the following 24 markets Austin, Baltimore, Boston, Chicago, Dallas Denver, Detroit, Ft. Worth,
Houston, Long Island, Los Angeles, New York City, Northern New Jersey, Philadelphia, Phoemix, Pittshurgh, Portland, San Antonio, San
Diego, San Francisco, St Louts, Seattle, Washmgton, D C and White Plamns We also have acqured long-haul pomt to pomnt fiber
connectrvity between several markets 1n the northeast corndor We are utihzing this infrastructure to carry our mtercity IP backbone and
mternal network traffic, and using this fiber generally provides us with an improved cost position

Data Network. Our fully redundant, mult-protocol label switching based backbone 15 made up primarily of 2 5 Gb/s optical
wavelength transport, with OC3C and DS3 circuts serving smaller markets. Multiple paths and the Jatest switching and routing technology
support every node To provide the fastest, most reliable Internet access, we are privately peered with the largest Tier 1 Internet backbone
providers, supplemented by private peering relationships wath many smaller regional providers As of December 31, 2002, we operated
150 core routers With 12 GigaPops (which 1s a mgabit point of presence, a network access pomt that supports data transfer rates of at least
I Gb/s) throughout the country, we mnimize the number of hops (Jumps from city to city) from pomnt A to



pomt B That efficiency allows us to provide better availability, lower latency and lower packet loss that vou would expect from a Tier 1
Internet access provider

REGULATION
Our business 1s subject to federal, state and local regulation

Federal Regulation. The Federal Communicattions Commussion ("FCC™) regulates interstate and international
telecommumcations services, including the use of local telephone facilities to onginate and termunate mnterstate and international calls We
provide such services on a common carrter basis The FCC imposes regulations on common carrters such as the incumbent local carriers
that have some degree of market power as well as carners without market power, such as our company The FCC requires common carriers
to recetve an authorization to construct and operate telecommunications facilihes, and to provide or resell telecommunications services,
between the United States and mnternational pomts Under the Telecommunications Act of 1996, any entity, including cable television
compantes and electric and gas utilities, may enter any telecommumications market, subject to reasonable state regulation of safety, quahty
and consumer protection Since the passage of the Telecommunicatons Act of 1996, the FCC and the states have adopted rules and

decistons to implement the terms of that Act Those rules and decisions have been subject to numerous legal challenges and appeals which
has created a ciinate of uncertainty

The Telecommunications Act of 1996 1s mtended to ncrease competitton It was designed to open the local services market by
requinng mcumbent local cammiers to permmt nterconnection to their networks and estabhshing mmcumbent local carmners” obhigations with
respect to

Reciprocal Compensation  Requires all local exchange carners to complete calls onigmated by competing local exchange cammiers
under reciprocal arrangements at prices set by the FCC, state public ulity commussions or negotiated prices

Resale Reguires all incumbent local carners and competitive local camners to permut resale of their telecommumnications services
without unreasonable restrichons or conditions In addition, meumbent local carners are required to offer wholesale versions of ali retail
services to other telecommunications carmiers for resale at discounted rates, based on the costs avoided by the incumbem local carmer n the
wholesale offering

Interconnection  Requires all mcumbent local carriers and competitive local carmers to permit therr competitors te iterconnect
with therr facilities Requires all incumbent local carriers to permit interconnection at any techmcally feasible pomt within their networks,
on nondiscnmumatory terms, at prices based on cost, which may include a reasonable profit At the option of the camer seeking
interconnection, colocation of the requesting carmer’s equpment m the incumbent local camers’ premses must be allowed, except where
an incumbent local carmer can demonstrate space hmutations or other techrcal impediments to colocation

Unbundied Access Requires all incumbent local carriers to provide nondiscriminatory access to unbundled network elements
("UNEs") ncluding network facilities, equipment. features, functions and capabilities, at any techmically feasible point withim thewr
networks, on nondiscnmnatory terms, at pnices based on the ILEC’s forward looking costs, which may include a reasonable prefit

Number Portabitlity Requires all incumnbent local carriers and competitive local carmers to permit users of telecommumcations
services to retan existing telephone numbers without mparrment of quahty, rehabihty or convemence when switching from one

telecommunications carner to another

Dialing Parity Requites all incumbent local carners and competitive local carmers to provide "1+" equal access to competing
providers of telephone exchange service and toll service, and to
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provide nondiscriminatory access to telephone numbers, operator services, directory assistance and directory listing, with no unreasonable
dialing delays

Access to Rights-of-Way Requires ali incumbent local camers and competitive local carriers to permit cotnpeting carriers access
to poles, ducts, condwts and rights-of-way at regulated prices

Incumbent local carriers are required to negotiate 1 good farth with other carriers requesting any or all of the above arrangements

If the negotiating carners cannot reach agreement within a prescribed time, either carrier may request binding arbitration of the disputed
15sues by the state regulatory commuission

The FCC’s rules implementing the mcurnbent local carmier interconnectton obligations described above have been the subject of
considerable Iitigation On July 18, 1997, the Unted States Court of Appeals for the Eighth Circuit narrowly interpreted the FCC’s power
to prescribe and enforce rules implementing the Telecommunications Act of 1996 On January 25, 1999, the United States Supreme Court
reversed the Eighth Circuit decision and reaffirmed the FCC’s broad authonity to issue rules implementing the Telecommunications Act of
1996, although 1t did vacate a rule determuning which network elements the incumbent local carriers must provide to competitors on an
unbundied basis On November 5. 1999, the FCC 1ssued revised rules that largely reaffirmed, and 1n some respects expanded, the duty of
mncumnbent carriers to offer unbundled network elements and stated 1ts intention to review every three vears the unbundhing obligations of
incumbent carriers The Court of Appeals for the Distnet of Columbia Circunt remanded. but did not vacate, the FCC’s order adopting the
revised rules on May 24, 2002 The FCC requested reheanng of the Court’s decision, but its request was demed The Court did, however,
stay 1ssuance of the mandate until February 20, 2003 to give the FCC an opportumty to 1ssue an order m 1its trienmal review of the
incumbent carriers’ unbundimg obligations On February 20, 2003, the FCC announced sts decision mn the tnienmial review proceeding
Although the text of the decision has not yet been released, our understanding of the decision 1s as follows

. In general, the FCC’s trienmal review order revised its standard of review for deternuming when unbundied network
elements are made available to competitors. Specifically, the FCC’s revised standard recogmzed the benefits of
factlities-based competition and confirmed that continued provision of UNEs 1s essential to the growth of facilities-based
networks such as those operated by us

. With respect to unbundled switching, the FCC adopted a process whereby the state public utrhities commmusston wall
consider whether competitors are impaired 1f they do not have access to Bell companies’ switch services on a UNE basis
under the regulatory comstruct known as unbundled network element platform ("UNE-P") We expect that this state
review will result 1n a review of the hot cut process (transfernng a customer from the Bell’s systems to our systems) and
could potentially enhance our ability to transition new cusiomers to our networks, although we need to see the FCC’s
specific wnitten order to determune 1f this 15 sigmficant

. The decision alse confirms that facihittes-based competitive carriers like us can continue to obtan access to loops n
almost all markets The FCC also clarified the conditions under which the Bell companies must make available
unbundled loops for competitors This should reduce the time 1t takes us to nstall a customer’s services, especially in
certain ILEC areas

. On transport 1ssues, the FCC adopted a standard proposed by us whereby transport will be taken off the UNE hist on a
route-specific basis when there are two competitive wholesale providers of transport or three self-provisioned transport
Iinks by non-ILEC sources This approach 1s consistent with our smart-butld strategy for local transport of using ILEC
facilities only as a transttion to dark fiber or the factlities of other providers
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The FCC decision also 1s expected to make it easier for competitive carriers like us to obtain Enhanced Extended Links
("EELs"} These are combinations of loops and transport that connect back to the competitive carrter’s switch Although
we do not currently use EELs on an extenstve basis, this aspect of the tnenmal review gives us an opportunity to

efficiently expand our facthties-based network to addinonal areas not directly accessed by our current colocation
footpnnt

. Finaily, the FCC 15 expected to exempt packetized data transmssion over hybnid fiber/copper facilities from the UNE
rules The FCC indicated, however, that it will preserve access to mgh-capacity DS1°s, DS3’s, dark fiber and copper
subloops using time division multiplexing technology Since virtually all of our current business customers are served
using unbundled copper loops or D517s, the FCC’s exemption of packet technology from loop unbundling should not
mmpact our current operations As new technologies are deployed in the future in the local loop, this rulmg by the FCC
could cause an adverse impact on our ability to compete with the ILECs for small to medium-sized business customers
Depending on the details of the FCC’s wnitten order, we may challenge the FCC order on packet technologies i court
since 1t may violate the Telecommunications Act of 1996 which requires that unbundling be technology neutral and
non-discrimmatory

The Telecommunications Act of 199¢ codifies the incumbent local carriers’ equal access and nondiscrnmination obligations and
preempts inconsistent state regulation It also contans special provisions that replace prior antitrust restrictions that prohibited the regional
Bell operating companes (known 1n the industry as "RBOCs", there are currently four RBOCs—BellSouth, Qwest, SBC and Venzon)
from providing long distance services and engaging in telecommunications equpment manufacturing Provisions of the
Telecommunications Act of 1996 permit a RBOC to enter the long distance market 1 its in-region states 1f 1t satisfies several procedural
and substantrve requirements, mcluding

. obtatning FCC approval upon a showing that the RBOC has entered into interconnection agreements or, under sotne
circumstances, has offered to enter into such agreements n those states 1n which 1t seeks long distance relief,

. the nterconnection agreements satisfy a 14-pomt "checkhst” of competitive requirements, and
. the FCC 1s satisfied that the RBOC’'s entry nto long distance markets 1s i1 the public interest

The FCC has granted approval to the Bell operating compames to provide long distance service 1 37 states and the District of
Columbia With their entry mnto the long distance market, the Bell companies are able to offer their customers both long distance and local
telephone service and thereby compete with the "one stop shopping” and bundled service offenings offered by us

On May 8, 1997, the FCC released an order estabhshing a sigmficantly expanded federal umversal service subsidy regime For
example, the FCC established new subsidies for telecommunications and information services provided to quahifymg schools and libranes
with an annual cap of $2 25 billion and for services provided to rural health care providers with an annual cap of $400 nulhon, and
expanded the federal subsidies for local exchange telephone services provided to low-income consumers The FCC more recently adopted
rules for subsidizing service provided to consumers in high cost areas, which may result in further substantial increases in the overali cost
of the subsidy program Providers of interstate telecommumcations service, such as us, must pay for a portion of these programs Qur share
of these federal subsidy funds 1s based on our share of certain defined interstate telecommunications end user gross revenues and through
the end of 2002, the FCC assessed such payments on the basis of a provider’s revenue for the previous year Beginning n 2003, the FCC
will assess such payments based on projected revenues. In November 2002, the FCC 1ssued a Notice of Proposed Rulemaking seeking
further comment on whether 1t should substitute a connection based universal service contribution
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scheme for the current revenue based scheme Under the FCC’s proposal, camers would contribute to the untversal service fund based on
the number and capacity of lines or telephone numbers provided to end users

Under avthority granted by the FCC, we resel! the international telecommumecations services of other common carners between
the United States and mternauonal pomnts The FCC no longer allows carriers to file tanffs stating the rates, terms and conditions for
international services

The FCC also prohibits carners from filng taniffs stating the rates, terms and conditions for retail mterstate services We sull
mantan tanffs on file at the FCC for mterstate access services Qur tanffs are generally not subject to pre- effective review by the FCC
and can be amended on one day’s notice However, the FCC does have jurisdiction to require changes i these taniffs

Our access services compete with the services provided by the incumbent local carriers With limited eXceptions, the current
pohcy of the FCC for most interstate access services dictates that mncumbent local carriers charge all simlarly situated customers the same
price for the same service Thus. the incumbent local carners generally cannot lower prices to certain customers without aiso lowenng
charges for the same service fo all ssmularly situated customners m the same geographic area The FCC has, however, adopted rules that
significantly lessen the regulation of mcumbent local carriers that are subject to competition 1n their service areas and provide such
incumbent local carrers wath additional flexability 1 pricing some mterstate switched and special access services on a central office
specific or customer specific basis Pncing flexibility relieves incumbent local carners from regulatory constramts n settng rates for
services that are subject to competition and as a result, allows them to react more rapidly to market forces

For addihonal information about federal regulation impacting our busimness, please see the discussion below under "Risk Factors "

State Regulation. The Telecommunications Act of 1996 1s intended to mcrease competition 1n the telecommunications industry,
especially 1n the local exchange market Wath respect to local services, mcumbent local carners are required to allow interconnection to
their networks and to provide unbundled access to network facilities, as well as a number of other pro-competitive measures

State regulatory agencies have regulatory junsdiction when our facilities and services are used to provide ntrastate services. A
portion of our current traffic 1s classified as intrastate and therefore subject to state regulation To provide ntrastate services, we generally
must obtam a certificate of public convemence and necessity from the state regulatory agency and comply with state requirements for
telecommunications utilities, including state tanffing requirements

State agencies, like the FCC, require us to file peniodic reports, pay various fees and assessments and comply with rules govermung
quality of service, consurner protection and simular issues In some states, we are also subject to licensmg requirements with respect to our
equipment maintenance services We mtend to comply with all applicable state regulations, and as a general matter do not expect that these
requirements of ndustry-wide apphicability will have a matenal adverse effect on our business However, no assurance can be given that
the imposition of new regulatory burdens 1n a particular state will not impact the profitability of eur services in that state

Local Regulation, We are subject to nurnerous local regulations such as bullding codes and hcensing Such regulations vary ona
city by city and county by county basis If we decide n the future to nstall our own fiber optic transmission faciliuies, we will need to
obtain nights-of-way over private and pubhcly owned land There can be no assurance that such nghts-of-way will be available to us on
economically reasonable or advantageous termns

State Legislation. In a number of states, the ILECs are sponsoring legislaton that would (a) protubit the state regulatory
commussion from requining that ILECs offer unbundled network
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elements 1 addition to those required by the FCC, and (b) prohibit the state regulatory commussion from regulating high speed Internet
access services-——which includes all services and underlying facilities that provide transmussion to the Internet or has the capabibity of
transmitting data i excess of generally 144kbps/150kbps (or an ISDN line equuvalent of traffic) If this lemslation 15 passed m a state 1n
which we operate, it could have a material adverse effect on our ability to offer broadband access services in that state and limit the state
regulatory agencies’ ability to create new unbundling requirements on the [LECs

COMPETITION

The telecommumecations ndustry 1s mghly competitive We believe that the principal competitive factors affecting our business
are customer service, competitive pricing, accurate billing and, to a lesser extent, vanety of services Our ability to compete effectively
depends upon our ability to mamntam high quahty, market-driven services at prices that are competitive with those charged by our
cotmnpetitors To mamtain our competitive posture, we believe we must be m a position to match sigmficant price movement of our prnimary
competitors Many of our current and potential competitors have financial, personnel and other resources, including brand name
recognttion substantially greater than we have or expect to have in the near term

Competition for Local Telephone Services. In each of our targeted markets, we compete principally with the existing
mcumbent carmers serving that area, such as BellSouth, SBC, Venzon and Qwest We typically price our basic local voice services at a
discount to the ILEC’s prices for comparable services One of the objectives of the RBOCs 1s to be able to offer long distance service in
their service territories and they have achieved this goal to a large extent We believe the RBOCs expect to offset share losses in their local
markets by captuning a significant percentage of the in-region long distance market, especially m the residential segment where the
RBOCs’ strong regional brand names and extensive advertising campaigns may be very successful Recent reports indicate that Verizon 1s
now the third largest long distance carrier 1n the country, trailing only AT&T and WorldCom

We also face competinon from other current and potential market entrants, including long distance carners such as AT&T,
WorldCom and Sprint Each of these players are seeking to enter, reenter or expand entry mnto the local exchange market Our competitors
also mclude resellers of local exchange services, cable television companes, electric utthties, wireless carmers and private networks built
by large end users In addition, a continuing trend toward consolidation of telecommunications companies and the formation of strategic
allianices within the telecommunications mdustry, as wel} as the development of new technologies, could give nse to significant new
competitors We also compete with equipment vendors and nstallers and telecommunications management companies with respect to
certain portions of our business

The Telecommumecations Act of 1996 includes provisions that impose certain regulatory requirements on all local exchange
carners, includmg our company The Telecommunications Act of 1996 also grants the FCC expanded authority to reduce the level of
regulation applicable to any or all telecommumecations camers, including mcumbent carriers The manner in which these provisions of the
Telecommunications Act of 1996 are implemented and enforced could have a material adverse effect on our ability to successfully
compete agamnst other telecommumecanhons service providers

Competition for Long Distance Services. The long distance telecommunications industry has numerous entities competing for
the same customers and a high average turnover rate, as customers frequently change long distance providers in response to the offering of
lower rates or promotional incentives by competitors Prices mn the long distance market have declined sigmficantly in recent years and we
expect them to continue to declme We expect to face increasmg competition from compames offering long distance data and voice
services over the Tnternet Such compames could enjoy a signuficant cost advantage because there 1s considerable uncertanty about their
obligation to pay carmner

14



access charges or umiversal service fees In addition to these competitors, wireless competitors and long distance cammiers such as AT&T,
WorldCom and Spnint, we also face competition from the RBOCs—the FCC has granted approval to the RBOCs to provide long distance
service 1 37 states and the District of Columbia so far

Competition for Data/Internet Services. The Internet services market 1s lighly competitive and there are limuted barmers to
entry We expect competition to contimue to intensify, mcluding as a result of the development of new technologies Competitors in this
market mclude Internet service providers, other telecommunications companies, onhne service providers and Internet software providers
Most of the RBOCs now offer hugh speed data services

Competition for Customer Premise Equipment Sales and Maintenance. Our Shared Technologies subsidiary competes
mamly with the RBOCs, Nexteria and local companies that provide customer premises equipment sales and maintenance services 1n each
of our markets The bamiers to entry n this marketplace are relatively low and competition 18 high Given that most competitors sell the
same type of customer prermuses equipment, price becomes one of the key factors in the marketplace Shared Technologies trigs to offset
the price pressure by focusing on services that differentiate 1t from 1ts competitors, by developing products such as KTWare and providing
services such as eBook and the Guardian Service plan, as described under the caption "Information Systems—Other Systems "

Competition from International Telecommunications Providers. Under the World Trade Orgamzation agreement on basic
telecommunications services, the United States and 72 other members of the World Trade Orgamization commutted themselves to opening
their respective telecommunications markets and/or relaxing foreign ownership restnictions and/or to adopting regulatory measures to
protect competitors agamnst anticompetitive behavior by dominant telecommumcations compames, effective in some cases as of
January 1998 Although we believe that this agreement could provide us with significant opportunities to compete 1n markets that were not
previously accessible and to provide more rehable services at lower costs than we could have provided prior to implementation of this
agreement, 1t could also provide similar opportumties to our competitors and facditate entry by foreign carriers mnto the U S market There
can be no assurance that the pro-competitive effects of the World Trade Orgamization agreement will not have a matenal adverse effect on
our busmness, financial condition and results of operations or that members of the World Trade Organization will implement the terms of
this agreement

EMPLOYEES
As of December 31, 2002, we had 3,814 employees, down from 4,140 on December 31, 2001 Of the 3,814 employees as of
December 31, 2002, 1,118 were 1n sales and sales admmstration and 733 were in our Shared Technologies subsidiary Certain of our

employees n our Shared Technologies subsidiary are covered by a collective bargaming agreement Management beheves the company’s
relationsinp wiath 1ts employees 1s good

15



RISK FACTORS

If we cannot reduce our debt as required by our senior secured credit agreement, or enter into an amendment or obtain a
waiver, we will be in default under the terms of that agreement and our senior lenders may request immediate repayment of our
senior debt which may result in a foreclosure proceeding or voluntary or involuntary bankruptcy filing. Under the mtenm
amendment that we signed on November 27, 2002, our consolidated total debt cannot exceed at any time (1) $1 275 bilion from
November 27, 2002 through April 29, 2003 and (11} $645 mullion thereafter To reduce our debt, we or our affiliates may from time to tume
purchase such debt for cash, exchange them for our common stock and/or another debt or equity secunty or acquire such debt for a
combination of cash and common stock and/or another debt or equity secunty, i each case 1 open market purchases, i privately
negotated transactions, through exchange offers or n a negotiated or prepackaged bankruptcy proceeding We are currently evaluating
such transactions and other potential recapitahization plans i hght of the requirements under our semior credit agreement, existing market
conditions, current and projected hguidity, other contractual restrictions, current and proyected operating performance and other factors
The amount of cash used, debt mcurred or secunties 1ssued 1 any such transactions, mdividually or 1n the aggregate, may be material as
well as the related dilution to common stockholders If we cannot reduce our debt to the required levels by Apnit 30, 2003 or enter mto an
amendment or obtain a warver, we will be 1n default under our semor credit agreement In addition, 1if we do not enter into a permanent
amendment to our sentor credit agreement before May 1, 2003 or enter into an amendment or obtain a waiver, we will be 1 default under
that agreement Under the terms of our semor credit agreement, we are required to deliver an unqualified audht report to our sentor lenders
We have recerved an audit report that 1s modified to express substantial doubt about our ability to continue as a going concern As such, 1f
we do not recerve a waiver from our semor lenders or if we are unable to cure this breach within 30 days, there will be an event of default
under our sentor credit agreement If any default described in this paragraph occurs, our semor lenders would have the nght to request
immediate repayment of our semor debt, n which case, our bondholders would then have the nght to request immediate repayment of our
bonds

QOur semior lenders could also prevent us from making the interest payment on our 12'/s% bonds due May 15, 2003, If this interest
payment has not been made by the end of the 30 day cure period, we wiil also be 1 default under our 127/4% bond 1ndenture which may
trigger acceleration of the repayment of our debt to the 127/s% bondholders, our 11%/,% bondholders and our semor lenders

If any of the above described acceleration events occur, thus would have a matenal adverse effect on us and may result n a
foreclosure proceeding and/or voluntary or involuntary bankruptey filing We may also determine, based on the factors listed above as well
as the terms and conditions of any proposed recapitahization, that 1t would be advisable to reduce our debt to a greater extent than that
required by the interim amendment This determunation would mvolve a reduction m our semor secured debt and any such reduction would
substantially reduce the value of our other debt secunities and our common stock, potentially to zero

Limitations imposed by restrictive covenants limit how we conduct business and a default under our indentures and
financing agreements could have a material adverse effect on us Our indentures and our credrt facilities contain covenants that restrict
our ability to

. mcur additional indebtedness,

. pay dividends and make other distributions,

. prepay subordinated indebtedness,

. make investments and other restricted payments,
. enter into sale and leaseback transactions,
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. create liens,
. sell assets, and
. engage n certan transactions with affihates

Our indentures provide that upon a change of control, each note holder will have the nght to require us to purchase all or a portion
of such holder’s notes Our senior credit agreement provides that upon a change of control, we may be required to repay all of our
obligations under this agreement Qur current and fiture financing arrangements contan and will continue to contam similar or more
restrictive covenants, as well as other covenants that require us to maintain specified financial ratios and satisfy financial tests, including
those discussed above Our farllure to comply wath the covenants and restrictions contamed 1n our semor secured credit facthities and
indentures could lead to default under the terms of these agreements If such a default occurs under the credit agreement, our semior lenders
would have the nght to request immediate repayment of our semor debt, i which case, our bondholders would then have the right to
request immediate repayment of our bonds In addition, lenders under our current and future financing arrangements could terminate their
commutments to lend to us If any of these events occur, they would have a matenial adverse effect on us and may result in a foreclosure
proceedg and/or voluntary or mvoluntary bankruptey filmg

Some of our vendor contracts also allow vendors to demand additional secunty, which may include letters of credit or other
financial mstruments Cur abulity to give such additional secunty may be liruted by our financing agreements Accordingly, we may not be
able to give the financial security that our vendors may be demanding and the vendors may refuse to do additional business or terminate
existing relationships Refusal to provide additional services and/or termunation of existing relationships could have a matenal adverse
impact on our business and future prospects

Under certain circumstances, we may need additional capital and such capital may not be available. As discussed above,
we must reduce our debt to no more than $645 nuilion by Apnl 30, 2003 If we are required to use any of our existing cash to repay some
or all of our senior debt or bonds, we cannot assure you that we will be able to obtan alternative fina